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The Inaugural Issue of Bank Insights was well received.  We appreciate the positive feedback from so many of you.  It has 

encouraged us to keep going.  As before, this Newsletter is intended for your general knowledge and information only.  It is 

not an offer to sell or buy any security.  Whether or not you are, or might become a bank stock investor in the future, we hope 

you find this general information on banks and the banking industry helpful.  Even if you are not a bank stock investor, you are 

surely a client of a bank.  Therefore, knowing about the “state of the banking industry” is hopefully useful to you.  If you ever 

have any specific questions about the safety and soundness of a particular bank, please contact us and we will gladly give you 

an update on its financial condition and strength.   

Ever Wonder How Banks are Examined and Rated?  Bank exams are 

thorough and somewhat intimidating.  Regulators have broad powers and they 

can substantially impact operations at a bank.  They can fine the bank for 

mistakes and non-compliance, and sanction management and/or the board of 

directors.  Generally speaking, banks endure multiple types of exams, but the 

primary exam banks are subject to is referred to as a Safety & Soundness exam 

which we will explore more fully below.   

As the name implies, the Safety & Soundness exam determines the overall 

strength, ongoing viability and well-being of a bank.  All banks in the country – 

regardless of size, niche or location – are measured against what is referred to 

as a CAMELS rating.  CAMELS is a recognized international rating system that bank supervisory authorities 

use in order to rate banks according to six factors represented by its acronym.  A “score” is assigned to each 

letter or facet of this exam – ranging from 1 to 5 with 1 being excellent.  A composite rating is then assigned to 

the bank as a whole.   

Interestingly, it is a federal crime for anyone to disclose the CAMELS rating of a bank.  Why?  Well, these 

ratings would very likely influence a customer’s selection of a bank, with bad news potentially causing a “run 

on the bank”. (Recall the famous scene from “It’s a Wonderful Life”).     

At the heart of a Safety and Soundness Exam, regulators are trying to ascertain: 

• Is the bank operating in compliance with laws and regulations?

• Does the bank perform satisfactorily in key areas, such as its capital level, asset quality,
earnings, liquidity and sensitivity to market risk?

• Does management respond quickly to address shortcomings resulting from failed internal
control processes, audits and examinations?

• Does management implement policies and a culture that promotes the safe and effective
operation of the bank?

• Does the board of directors appropriately govern the bank’s operations, including the
establishment of its strategies and the approval of budgets?

• Does bank management inform the board of its progress in executing strategies and
performance against budget?

• Does the board understand the key risks facing the bank?

• Are decisions made by management consistent with the direction set by the board of
directors?

So, what does the acronym stand for?  

C is for “Capital”:  Having adequate capital to protect depositor’s interests is crucial. How much capital is 

adequate?   That has been an ongoing debate for decades.  30 + years ago, Primary Capital consisted of real 



tangible equity plus the allowance for loan loss account.  Adding those two components together to reach 

something around 8-9% was considered adequate.  Over the years, as many hybrid forms of capital came into 

existence, (such as Preferred Stock, Sub Debt, Trust Preferred, Equity Commitment Notes and others) it meant 

the regulators had to establish acceptable ranges for Tier 1, Tier 2 or Tier 3 capital.  After that, the concept of 

“risk-based capital” began to emerge.  Risk-based capital rules appropriately recognized that not all assets had 

the same overall risk and therefore didn’t require the same level of capital as, say for instance, loans.  A U.S. 

Treasury bond is not as risky as a credit card loan – so different risk classes evolved to help determine the 

overall adequacy of capital.   

Today, the appropriateness of capital is determined using a methodology referred to as Basel III.  This is a 

regulatory global framework on bank capital adequacy, stress testing, and market liquidity risk.  This third 

installment of the Basel Accords (so named due to negotiations on these standards being determined at 

conferences held in Basel Switzerland) was developed in response to the deficiencies in financial regulation 

revealed by the financial crisis of 2007–08. These new calibrations/requirements for capital are intended to 

strengthen bank capital requirements by increasing bank liquidity and decreasing bank leverage. 

As we analyze and rate banks ourselves, we still rely heavily on the old-fashioned, tried and true tangible capital 

(real actual equity without hybrids) to tangible assets ratio.  9% is a good number for us as we measure the 

sufficiency of capital.  Much more, and the return on equity is reduced.  Much less and the protection for 

depositors is disadvantageous.   

A represents “Asset Quality”:  In our minds, this is the most important barometer to determine the strength 

and safety of a bank!  We weight this measure much more heavily than any of the other factors in the CAMELS 

analysis.  Asset Quality measures the strength of loans and investments within the bank’s portfolios.  In general, 

investments which a bank holds tend to be far safer and more secure than loans; meaning the repayment from a 

bond is more assured than repayment of a loan.   

When it comes to loans, virtually all banks use a 1-9 rating system with 1 being the best and 9 being a deeply 

troubled loan – the repayment of which is in serious doubt.  The default rate and corresponding loss potential 

for each category is usually fairly predictable for each numerical rating and is determined based on actual 

experience over time.  In addition to the numerical risk ratings for loans, analysts pay close attention to other 

categories of loans which are disclosed by banks.  For instance: those loans which are 30-89 days past due; 

loans > 90 days past due; non-accrual loans (loans on which the bank is no longer recording interest income), 

TDR’s (troubled debt restructured aka renegotiated loans) and OREO (other real estate owned aka foreclosed 

property pending disposition).   

We watch and measure all these various buckets of loans.  For us, the best barometer is the ratio of non-

performing assets (which includes past due > 90 days, TDR’s, non-accruals and OREO) to total assets.  At 

12/31/17, the average level of NPA’s/Total Assets for the banking industry as a whole was 1.07%.  The banks 

in which we invest tend to have half that level of NPA’s.   

M stands for “Management”:  Ok, we fibbed.  This is the most important measurement of a bank’s safety and 

soundness.  Attitude is everything!  The attitude of bank leaders sets the tone for achieving all the other 

measures in the CAMELS rating.  People make the difference and deliver results.  Intelligent, conservative, 

deliberate, thoughtful management, whose focus is keen and balanced on all the various constituents they serve, 

generally run great banks.  No one is perfect.  But, as with everything in life, some teams are better than others.  

Champions exist!  Carefully evaluating management (their attitudes and their abilities) is a crucial part of the 

Safety and Soundness exam conducted by regulators.   

E signifies “Earnings”:  Earnings are way more important for a stockholder than regulators.  But, generating 

earnings is necessary to support the growth of the bank and/or to pay dividends.  Borrowers and depositors 

don’t care about whether a bank makes money.  But profitability IS important.  Said another way, losses ARE a 

problem.   

In oversimplified terms, most banks have two main sources of revenue from typical banking operations: 1. net 

interest income (the difference between what they earn on loans and investments and what they pay on deposits 

and other borrowed funds – referred to as net interest margin or NIM), and 2. non-interest income (fees on all 

manner of products and services).  Banks also have several primary expenses: personnel, occupancy, other 
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operating expenses and provisions for loan losses.  For a typical bank, after subtracting all expenses from 

revenues, the resulting profit is about 1.1 – 1.3% on total assets.  That is a very small margin and leaves little 

room for any major errors or problems.  Given the typical NIM outlined above, banks can ill afford to have 

substantial loan charge-offs whereby they don’t get repaid on a loan.   
 

L denotes “Liquidity”:  To understand the importance of liquidity, it is important to remember that a 

fundamental purpose of a bank is to redeploy consumer and business deposits and other liabilities into loans 

requested by the bank’s customers - consumers or businesses.  Because loans and deposits may not pay off (or 

mature) at the same time, the bank must manage its liquidity. Stated simply, liquidity is the ability of bank 

management to meet deposit outflows while continuing to fund demand for loans. 
 

Banks accept deposits – typically called “core” deposits – from consumers and small businesses. For the most 

part, these deposits tend to be more stable, and lower cost than other funding sources and less sensitive to rising 

interest rates.  But banks can also supplement funding needs through other sources called “noncore” or 

wholesale funds such as certificates of deposit, Federal Home Loan Bank advances or bank notes.  
 

Noncore funding sources can be either short–  or long– term in nature and may be sensitive to interest rate 

changes, depending on maturity. Examiners closely review the strategies of banks with an unusually heavy 

reliance on noncore funding sources. In such a situation, examiners will typically request a comprehensive 

contingency funding plan that contains a strategy for addressing funding shortfalls should a bank’s financial 

health come under stress. 
 

S measures “Sensitivity to Market Risk”:  Sensitivity to market risk is defined as the degree to which changes 

in interest rates, foreign exchange rates, commodity prices or equity prices can adversely affect a bank’s 

earnings and, in turn, its financial health.  In general, banks must manage four types of interest rate risk:  

1. Repricing risk, 2. Basis risk, 3. Prepayment risk, and 4. Yield curve risk.  For many banks – and especially 

community banks – interest rate risk is the predominant market risk they face. 
 

Yield curve risk is the risk that uneven changes in short- and long-term interest rates will disproportionately 

affect asset values or cash flows.  Higher rates and a steeper curve help banks increase net interest income, 

which, in turn, tends to fall to the bottom line as increased net profit.  But, IF the yield curve inverts for any 

significant length of time, meaning short-term rates are higher than long-term rates, net interest margins may be 

negatively affected for some banks.    
 

Conclusion:  It is our hope that this brief overview of the Safety & Soundness 

examination provides you with further insight into the banking system. Because at the end 

of the day, the nation’s banking system is only as safe as the banks within that system.  

While the Safety & Soundness examination scores are not public, like the regulators, our 

firm pays close attention to the CAMELS indicators to identify and contain risk of the 

banks in our portfolios.  
 

If you would like to review our Annual Letter to Investors, we’d be delighted to share it with you.  Or, if you 

would like to visit about any of this, we welcome the opportunity to meet with you by phone or in person.  You 

may reach us by replying to this email or by calling us at 574-243-6501.   
 

With warmest personal regards, 
 

John Rosenthal 
Chief Executive Officer & Chief Investment Officer 

 

Adam Henry 
General Counsel & Senior Portfolio Manager 

 
* Important Footnotes:   

 

Past performance may not be indicative of future results.  Therefore, no current or prospective client should assume that the future performance of any specific investment, 

investment strategy (including the investments and/or investment strategies recommended by the advisor), will be profitable or equal to past performance levels.  Additionally, 

Form ADV Part II for John W. Rosenthal Capital Management, Inc., filed with the Secretary of State of Indiana, is available on line at www.rosenthalpartners.net - or if you would 

like to receive a paper copy of our Form ADV Part II and/or information regarding the firm’s proxy voting policy you may contact us at the number provided above and we will 

mail them to you immediately.  
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